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ABSTRACT

The CAMEL methodology is originally adopted by the North American Bank regulators to
evaluate the financial and managerial soundness of U.S. commercial lending institutions.
The CAMEL reviews and rates five areas of financial and managerial performance
including Capital Adequacy. Asset Quality. Management, Earnings, and Liquidity
Management. As IVlicro Finance Institutions (MFI's) Increasingly currently aspire to have
access to formal financial markets for capital, the need for having an assessment
framework like CAMEL to evaluate the performance of MFI's is no less important. Against
this backdrop, the objective of the study is to analyse the application of CAMEL for rating
POs of PKSF. However, it must be mentioned that PKSF has its own assessment tools
for internal evaluation of its Partner Organisations (POs).But the difficulty with their rating
system remains in the fact that they depend more on the approach of ‘learning by doing'.
As a result, their assessment approach has not been developed as a universal tool for
performance evaluation of all of the MFIs. In this context, the proposed CAMEL based
assessment framework under this study aspires to introduce a total of 31 key indicators,
with an individual weighting for each given indicator for performance analysis and rating.
Among the performance indicators, 19 indicators account for quantitative evaluation,
which weigh 64 percent of the total scores for rating. In the same manner, 12 qualitative
indicators are considered for remaining 36 percent, Performance of each indicator will be
detenmined in terms of the average score collected from the spread sheets which contain
the relevant performance data of the randomly selected 30 PKSF's (see annex-Il) POs.
The score for each indicator will remain within the predetermined scale of 0-5. This scale
ranging between 0-5 wilt be determined in terms of the stakeholders’ suggested range for
performance evaluation. For each indicator’s individual value will be weighted with the
assigned weight. This assigned weight is determined depending on the impact of
performance indicators on the components of CAMEL. Then each of the components of
CAMEL will get a weighted average mean which will eventually set the performance
standard. However, we can get an overall composite rating using five components of
CAMEL.

CAMEL information and adjustments

The financial statements, a PO requires to gather for the CAMEL rating under the study
include: (1) financial statements; (2) budgets and cash flow projections; (3) portfolio aging
schedules; (4) fund sources; (5) information about the board of directors; (6) information
about staffing and operations; and (7) macroeconomic information. However, financial
statements provide the basis of the CAMEL’S quantitative analysis. In this connection,
POs are required to present audited financial statements of the recent two years and
most recent 12 month interim statements. The other required materials will offer
information of the program and expose the evolution of the organisation under scrutiny.
These documents all together demonstrate the level and structure of loan operations and

the quality of the PO's infrastructure and staffing. However once the financial statements

10
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have been compiled, adjustments need to be made. These adjustments serve two
purposes: first, they place the PO’s current financial performance in the context of a
financial intermediary: second, they will give opportunity to the evaluators to compare the
performance of the different institutions in the industry. During the evaluation six types of
adjustments are made with regard to micro-finance activity, loan-loss provision, loan

write-offs, explicit and implicit subsidies, effects of inflation, and accrued interest inconne

CAMEL SCORING

Based on the results of the adjusted financial statements and inten/iews with the PO's
management and staff, a rating of 0-5 is assigned to each of the CAMEL's 31 indicators
accordingly. A definition of each area and the criteria ranges for deternnining the ratings

are as follows

Capital Adequacy. The objective of the capital adequacy analysis is to measure the
financial solvency of a PO by determining whether the risks it has incurred are
adequately offset with capital and reserves to absorb potential losses. One indicator
is leverage, which illustrates the debt-equlty & savings ratio of the PO. Another
indicator, abiiity to raise equity, is a quantitative assessment of a PO’s ability to
respond to a need to replenish or increase equity at any given time which is
determined by capital to total asset ratio. A third indicator, adequacy of reserves.
is another quantitative measure of the PO’s loan loss reserve and the degree to
which the institution can absorb potential loan losses. The only qualitative indicator
for assessing capital adequacy of a PO is the reserve policy which influences the

component a lot.

*

Asset Quality. The analysis of asset quality is divided into four quantitative and three
other qualitative indicators. ODR, OTR, LLP & DR which measures the quality of the
PO’s portfolio is the quantitative indicators where portfolio classirication system,
productivity of the long term asset & infrastructure includes the three other
qualitative indicators. Portfolio classification system entails reviewing the
portfolio’s aging schedules and assessing the institutions policies associated with
assessing portfolio risk. The indicator productivity of long-term assets, evaluates

the PO’s policies for investing in fixed assets.

¢ Management. The quantitative indicator- cos( structure analysis indicates the
different operational and financial cost derived from the performing asset which has
the direct relation with the performance of management. It represents the total cost of
certain percent of average performing assets which includes all levels of cost
coverage i.e. the operational cost, financial and loan loss provision cost. This analysis
shows that the organisation is covering all the actual cost from the income of micro
credit project which also indicates the rate of change in capital, either increase or
decrease. Five qualitative performance Indicators are necessary to analyse the

management capacity of the organisation under study. These include governance,
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human resources; processes, controls, and audit; information technoiogy system; and
strategic planning and budgeting. Governance focuses on how well the institutions
board of directors function, including the diversity of its technical expertise, its
independence from management, and its ability to make decisions flexibly and
effectively. The second indicator, In assessing human resources, one has to
examine whether the department of human resources provides clear guidance and
support to staff engaged in operation to deal with recruitment and training of new
personnel, incentives, and performance evaluation system. The third indicator,
processes, controls, and audit, focuses on the degree to which the PO has
formalized key processes and the effectiveness with which it controls risk throughout
the Organisation, as measured by its control environment and the quality of its
internal and external audit. The fourth indicator, information technology system,
assesses whether computerized Information systems are operating effectively and
efficiently, and are timely and accurately generating reports for the management. It
also reviews the information technology environment and the extent and quality of the
specific information technology controls. The fifth indicator, strategic planning and
budgeting, looks at whether the institution undertakes a comprehensive and
participatory process for generating short-term and long-term financial projections

and whether the plan is updated as needed and used in the decision making process.

Earnings. The proposed CAMEL rating method for the PKSF’'s PO’s considers four
guantitative and one qualitative indicator to measure the profitability of POs' adjusted
return on equity, operational efficiency, adjusted return on assets, and interest rate
policy. The profitability analysis shows the analysis of NOM derived from the
performing asset. Adjusted return on equity (ROE) measures the ability of the
institution to maintain and increase its net worth through earnings from operations.
Operational efflciency measures the efficiency of the institution and monitors its
progress toward achieving a cost structure that is closer to the level leading the
institutions operationally sustainable. Adjusted return on assets (ROA) measures
how well the PO's assets are utilised, or the institutions ability to generate earnings
with a given asset base. CAIVIEL evaluator also requires to study the PQO's interest
rate policy to assess the degree to which management analyses and adjusts the
institutions interest rates on micro-credit loans (and deposits if applicable), based on

the cost of funds, profitability targets, and macroeconomic environment.

Liquidity Management. This is the fifth area of the proposed CAMEL rating to
evaluate the PO’s ability to accommodate decreases in funding sources and
increases in assets and to pay expenses at a reasonable cost. Indicators in this area
include current asset to current liabilities, capital total asset ratio (without fixed
asset), liability structure, availability of funds to meet credit demand, cash flow
projections, & productivity of other current assets. Current asset to current
liability is the acid test of an organisation, which evaluates the organisation’s instant
capacity to pay the current liability. Under liability structure, the study reviews the

composition of the institutions liabilities, including their tenor, interest rale, payment
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terms, and sensitivity to cinanges in the macroeconomic environment. Tiie types of
guarantees required on credit facilities, sources of credit available to the PO. and the
extent of resource diversification are analysed as well. It also focuses on the PO's
relationship with banks in terms of leverage achieved on the basis of guarantees, the
level of credibility the institution has with regard to the banking sector, and the ease
with which the institution can obtain funds when required. Availability of funds to
meet credit demands is necessary to measure the degree to which the institution
has delivered credit in a timely and agile manner. Cash flow projections
demonstrate the degree to which the institution is successful in projecting its cash
flow requirements. Under this analysis, the evaluators looks at current and past cash
flow projections prepared by the PO to determine whether they have been prepared
with sufficient detail and analytical rigour and whether past projections have
accurately predicted its cash inflows and outflows. Productivity of other current
assets focuses on the management of current assets other than the loan portfolio,
primarily cash and short-term investments. The PO is rated to the extent to which it
maximises the use of its cash, bank accounts, and short-term investments by
investing in a timely fashion and at the highest returns, commensurate with its
liguidity needs. Under CAMEL rating analysis, there are two stages of rating from the
derivatives of the components of the indicators. In the first stage, all the quantitative
(level-!) indicators of five components of CAMEL are to be calculated from the
approved formulas and then on the basis of average of the ratings found. In the
second stage, all the qualitative (level-ll) indicators of the same five components of
CAMEL are calculated from the stake holders suggested range and then on the basis
of average of the ratings. Finally, the mean of average of the level-1 & level-ll
indicators of the five areas of CAMEL components are derived to get the proposed
CAMEL standard which may be set in the scale of 0-5 to obtain a GPA by using the

assigned weight for all components of CAMEL.
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CHAPTER ONE

1.1.0 Background

In the early 1990s, Palli Karma Sahayak Foundation (PKSF)* and its affiliated
network of institutions in Bangladesin recognised an increasing need to
access capital from formal financial markets to achieve massive client
outreach. In realizing this necessity, a micro credit fund v¥as established in
1990, which is actually a guarantee fund for PKSF POs (Partner
Organisation) to access credit. As the POs began to use the PKSF fund and
deal directly with beneficiaries, it became clear that they required to have
recognized financial performance measurements, which could show financial
health of their institutions. Moreover, the management of the PKSF POs
realised that this financial performance information is a prime requirement for
the successful management of their institutions. It was also felt that there
must have a quality-ensuring mechanism for its network with the focus on its
technical assistance for the former. In evaluating such a need for financial
performance information, PKSF held a series of financial management
workshops to train micro finance managers. As a result, PKSF came up with
a mechanism for assessing performance of the Micro Finance Institutions
(MFIs), specially designed as a response to the specific challenges the micro
finance industry confronted. Additionally, the PKSF” had its efforts to develop
a rating system for its own use. PKSF rating system for POs covers accurate,
consistent, and verifiable financial performance data, involving micro finance

managers, depositors, lenders, and investors and so on.

However, the efforts of PKSF have not so far been successful in bringing any
universality/conformity in its rating system. This is because PKSF in
measuring the performance of its POs rely more on the approach of ‘learning
by doing', which lacks a tool for universally acceptable assessment of
appropriate financial ratios. Against this backdrop, this study is designed to
develop a financial assessment mechanism for Micro Finance Institutions

I PKSF is a nonprofit institution based in Dhaka, Bangladesh founded in 1990, and dedicated

exclusively to Micro finance. Its network of affiliates includes both 0()-NCj().s and totaling 189
respectively as of December 31, 2003. The total number of clients and cuinillative loan
disbursement by PKSF to the PKSF affiliates stood at 41, 72, 59.S (89% (ernale and 11% male)
and at tk. 14240.595 million. Respectively, as of December 31, 2003.

PKSF commissioned Mr. Fazlul Kadcr, DGM (ops) with many years of experience in the Micro
finance field, to design the financial evaluation instrument.
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(MFIs) emulating the conceptual framework of CAMEL which was introduced
by the North American banl® regulators to measure the financial and
managerial soundness of U.S. commerciai lending institutions by depending
on some key ratios, indicators and institutional policies and procedures.
CAMEL is actually an acronym for measuring- Capital Adequacy, Asset
Quality, Management, Earnings and Liquidity Management of a financial
institution. The proposed financial assessment mechanism for PKSF's PO
under this study will review the same five areas of financial and managerial
performance that the CAMEL originally deals with.

However, usually financial performance evaluation for a bank is being done
by CAMEL rating that includes the capital adequacy ratio, portfolio quality
ratios, management efficiency, earning quality ratios and liquidity ratio. In
case of micro credit institutions, some of the proponents suggest for a
somewhat similar set of measures to assess the performance, which is known
as SCALE (includes self-sufficiency ratio, capital adequacy ratio, asset or
loan portfolio quality, liquidity ratio and earning quality ratio). In addition, to
evaluate the development objectives, they suggest using 081 (outreach,
service quality and impacts). A mix of contextual indicators from the above
rating measures as a ‘package’ based on the important features can be
suggested for assessing financial performance situation of the POs

(irrespective of size and outreach).

Also, to meet the requirements of PKSF, the POs need self-regulation
mechanism for their smooth functioning and sound growth. It is admitted that
the effective self-regulation is one of the key elements in efficiently managing
and ensuring viability of an institution. Along with this self regulation, there
has been a strongly felt need for overseeing the financial and program
performance through an appropriate monitoring mechanism based on certain
standards compatible with the PO activities unlike the conventional financial
performance standards being used for formal banks and financial institutions.
As most POs undertake both financial and non-financial services, the ratio
analysis should also be different from formal banking institution. However, the
non-financial services i.e. the social development activities of the POs bring
no direct financial return to the institution; the assessment of such activities
could be made through impact studies.
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1.2.0 PKSF’s rating System & the Proposed CAMEL
rating.

Padi Karma Sahayak Foundation (PKSF), the apex-funding agency of micro
credit in the country was set up by the Government of Bangiadesh as a
“Company-not-for-profit" in 1990. It was registered under the Company’s Act
1913. In the meanwhile it has been modelled as a trendsetter and quality
bearer in micro-credit carrying out the leadership role in this arena. PKSF has
already proved itself to be a good model of apex funding agency for micro
credit. It has already attracted attention from various quarters at home and
abroad.

When PKSF was established in 1990 there was no apex micro credit funding
organization either in Bangladesh or in any other country of the world whose
experiences PKSF could share or whose example it could follow to formulate
and implement its policies and programs. Without any experiences to share
and precedence to follow, PKSF in its last 15 years of experience has been
able to achieve remarkable progress in the field of micro credit. PKSF's
approach for developing a rating system (See Annex - 1.A) has been to
“(earning by doing" formulating policies, programs and implementation
strategies out of actual experiences. PKSF now has clearly defined micro
credit management and operations policies and standards; streamlines
programs for institutional development for its own and its PO's capacity
enhancement. PKSF reviews its policies and programs continuously and
adjust them to meet the changing requirements. The two major concerns of
PKSF are credit and institutional development program.

To keep smooth funding to the POs consistent and under tight supervision,
PKSF traditionally focuses on skilled management, correct guidelines and
policies and a righteous implementation and operations of the program in all
levels. But it is not always possible to reily on quantitative aspects of
evaluation. This is because qualitative aspects of evaluation is also necessary
to see whether the management of the organisation and its functioning is
guite satisfactory. To overcome this difficulty, PKSF, since half a decade, has
been trying to set up standards that have a weighted scoring system. But the
rating system of PKSF is not quite similar to that of CAMEL. So there is a
strong need to set a universal standard for MFIs performance evaluation for
rating the POs of PKSF, This question entails, first and foremost, identifying
the indicators/standards to evaluate MFIs, which virtually comes up as the
main thrust of this study.

16
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1.21 What CAMEL does not measure?

The proposed CAMEL rating for PKSF's POs is supposed to play a critical
role in the development and management of healthy and sustainable Micro
Finance Institutions (MFIs). It is neither, however, an all-purpose tool nor a
substitute of PKSF’s existing rating system. Therefore, for obvious reason,
guestions come up- what does the proposed CAMEL instrument actually
measure? And also, what does it not measure? According to Rhyne and
Otero (1994), the two pillars of success for micro finance are scale and
sustainability. Scale refers to the degree to which a PO reaches its target
market, in other words, the extent of client coverage. Sustainability refers to
the extent to which, in reaching its target market, an institution covers the
costs of providing financial services after adjustments to its profit and loss
statement.

The proposed CAMEL assessment measures the level of sustainability of a
PO, However, it does not rate the institution in terms of client coverage per se
rather; for example, it measures the financial implications of client coverage
for the institution in terms of efficiency and profitability. Also, the CAMEL
doesn't rate the institution in terms of social or economic impact at the client
level.”

In reviewing the list of factors excluded from the CAMEL rating, it is important
to keep in mind the key objective for using the CAMEL rating method and that
is to help MFIs in accessing formal financial markets. Thus, only those
aspects, which are pivotal for getting access to formal financial the market are
to be considered for the CAMEL rating. Moreover, the market has a clear
hierarchy of performance, reflected in the CAMEL rating system, which is
indifferent to the stage of development of the Micro Finance Institution (MFI)
or the limitations of the financial markets.

Target market. Although the original CAMEL is adopted for use in examining
Micro Finance Institution (MFI)s, the differences between the target market of
commercial lending institutions and that of POs. CAMEL does not account for
the following variances.

Size of target market (scale). As noted above, the CAMEL only measures
those variables that are key to accessing financial markets. In this context,
the client coverage achieved by the institution, while of extreme importance to
institutions like PKSF and many others, is relevant for the CAMEL rating only

In other words, a PO may rcccive a very high CAMEL rating given its overall financial
performance, despite the fact that its client coverage might be small and projected to grow only
minimally.
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in terms of its financial impact. For example, if a PO projects to maintain
market share wiiile only minimally increasing the number of clients, it would
not be considered for the CAMEL rating system. From a social impact
perspective, the sluggishness in client coverage is not desirable.

Appropriate outreach in terms of loan size. Average loan size is a
recognized measure of a PO’s effectiveness in reaching the micro-enterprise
sector (as distinct from the small business sector). While a range exists within
this average loan size measurement, the proposed CAMEL under this does
not account for where a PO may fall within the range nor does it penalise an
institution whose average loan size is above this range.

Geographic location of clients and density of micro finance market.
Although micro-entrepreneurs operate in both urban and rural settings, the
majority of PKSF affiliates exclusively service urban micro-entrepreneurs. The
standard ranges used by the proposed CAMEL to rate a PO’s efficiency are
based on rural micro-lending where clients are not usually densely clustered
in marketplaces or neighbourhoods rather they are scattered in the rural area.
The CAMEL does not make any adjustments for population density in a given
market.

Lending methodology. The CAMEL examination is neutral to the type of
lending methodology used by the Micro Finance Institution (MFI). The same
yardstick is applied regardless of whether the institution lends to individuals,
solidarity groups, or whether it applies the Grameen Bank methodology.

Evolution. Three levels of evolution are relevant to the development of Micro
finance. The first one is the Micro Finance Institution's (MFIs) internal
evolution: second is the evolution of the local micro finance market; and third
is the evolution of the national economy and the local financial sector.

Micro Finance Institution (MFI). The field of micro-credit development has
generated a range of institutions. Some have been in operation for 20 years
and others have just opened in past few years. The Impact of the difference in
duration of operation may be the volume of clients the institution has so far
been able to reach. An institution that is in its start-up phase is likely to have a
lower level of operating efficiency, and will be given a lower rating in the
earnings area, than one that has had the time to reach economies of scale.
Likewise, in the management area, where the CAMEL assesses the level of
formality of a PO’s policies and procedures, a start-up may receive a lower
rating than an established PO. The CAMEL rating makes no exceptions for
the start-up phase.
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Micro finance market. The extent to which competition exists in servicing the
micro-credit sector varies widely across national boundaries. The lack of
direct competition, for example, allows an institution more liberty in setting its
interest rates, potentially resulting in the tendency of making high profit. It
may also result in a high rating in the capital adequacy area, as the PO is
able to accumulate retained earnings. The CAMEL makes no adjustments for
the existence or absence of competition.

Macroeconomy and development of local financial sector. The CAIVIEL
does not adjust for variances in the macro-economy in which a PO operates.
In areas where a recession may be undermining repayment rates or the
ability of an institution to increase its volume of clients, the CAMEL is
unconcerned. Additionally, adjustments are not made for country-specific
legal and regulatory characteristics. Among the most relevant characteristics
are interest-rate-ceilings. In a country where none exist, a PO can hide
inefficiency by fixing excessive interest rate for making the organisation highly
profitable. Alternatively, POs that operate where interest rate ceilings do exist
may not be able to adequately cover the higher costs of servicing the micro-
enterprise sector.

Type of Micro Finance Institution (IVIFl). Most relevant in this case is
whether or not a PO is regulated. Certain costs are associated with regulation
such as increased security, a more complex management information system
(MIS), and staff training. These costs will affect an institution operating
efficiency and profitability. The proposed CAMEL rating system analyses
nongovernmental Organisations (NGOs) and regulated financial institutions in
the same standards. As financial information is obtained from micro-credit
programs around the worid, peer groups that include institutions operating in
densely populated areas than most of the PKSF POs will emerge, allowing
examiners to use a different set of ranges for rating institutions on various key
indicators.

1.2.2 What CAMEL does measure?

The CAMEL does examine the five areas traditionally considered to be
fundamental in the operation of a financial intermediary.

Capital adequacy. The capital position of the institution and its capacity to
support both the growth of the loan portfolio and a potential deterioration in
assets are assessed. The CAMEL analysis looks at the institutions ability to
raise additional equity in the case of losses, and its ability and policies to
establish reserves against the risks inherent in its operations.
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Asset quality. The overall quality of the loan portfolio and other assets
including infrastructure {for example, office location and environment) is
examined. This requires analysing the level of portfolio at risk and write-offs
as well as the existence and application of credit policies and procedures and
the appropriateness of the portfolio classification system, collection
procedures, and write-off policies.

Management. Governance, the general management of the institution,
human resource policy, management information systems (MIS), internal
control and auditing and strategic planning and budgeting are examined as
distinct areas that reflect the overall quality of management.

Earnings. The key components of revenues and expenses are analysed,
including the level of operational efficiency and the institutions interest rate
policy, as are the overall results as measured by return on equity (ROE) and
return on assets (ROA).

Liquidity management. This component of the analysis looks at the
institutions ability to project funding needs in general and credit demand in
particular. The liability structure of the institution and the productivity of its
current assets are also important aspects of the overall assessment of an
institution liquidity management.

1.2.3 How the proposed CAMEL differs from the original
CAMEL.

Since 1978, the U.S. Federal Reserve Banks, the Office of the Comptroller of
the Currency, the Office of Thrift Supervision, the Credit Union Administration,
and the Federal Deposit Insurance Corporation have used the original
CAMEL to rate the financial safety and solvency of the institutions under their
supervision. The examination and rating of these institutions are based on
financial information and interviews with management. No comparable matrix
(specific indicators carrying specific weights, as outlined in Table 1) to the
proposed CAMEL exists for the original CAMEL, While the concepts under
examination are clearly stated in the Examiner's Manual of the original
CAMEL for each of the five areas (capital adequacy, asset quality,
management, earnings, and liquidity management), there is no matrix that
outlines (1) the formulas or specific qualitative criteria to be used for each of
the five areas under examination, (2) ranges for each of the ratios or
gualitative criteria chosen, and (3) the respective weights in the composite
ratio of the quantitative or qualitative criteria under examination. Uniformity in
the application of this matrix Is required and may be verified by established
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review committees and through use of peer group comparisons. Initiatives
may be taken to establish peer groups in the Micro finance field as there is
still limitation in the extent of readily available and comparable information
among POs. The lack of sufficient peer group data coupled with the need to
ensure objectivity in the application of the proposed CAMEL significantly
reduces the flexibility of the examiner of the proposed CAMEL as compared
to the examiner of the original CAMEL.

The introduction of a matrix specifying ranges and criteria for each variable of
the proposed CAMEL aims to help the examiner overcome these problems.
Another factor that led to the creation of a matrix is the need to clarify the
expectations of POs participating in the evaluation process about how they
would be rated. Although the proposed CAMEL and the original CAMEL both
seek to rate the financial solvency, safety, and soundness of an institution by
analysing the same five areas, the specific ranges for certain financial
indicators are not the same. In areas like operational efficiency (administrative
costs in relation to loan portfolio) and leverage, for example, the ranges are
significantly different between the two CAMELs because they respond to two
different types of businesses involving traditional banking and Micro-finance.

The main determinant of the ranges of indicators will be derived from the
performance of the POs of the PKSF. The ranges for each of the indicators
included in the proposed CAMEL are developed by taking into consideration
the performance of formal financial institutions, theoretical conclusions about
a given indicator, and the performance of the PKSF's POs and of Micro
Finance Institutions (MFIs) outside the network for which data are available.
For example, in setting the range for return on equity the study looked at the
comparable rate in the financial system because, unless this rate is achieved,
one cannot expect to attract investors.

However, the leverage ranges come about as a result of a theoretical analysis
of what the level of indebtedness should be for this type of institution, as
compared to the formal financial system, given the unique characteristics of
micro lending. Once these two ranges are defined, the return on assets
calculation becomes a given and is tested by comparing it to the return on
assets range achieved by PKSF and non-PKSF affiliates. In contrast, in the
original CAMEL, the ratios that the examiner chooses to evaluate are
compared to financial ratios of that institutions peer group that are updated on
a regular basis. The peer group is determinedon the basis of the institution’s
asset size, the number of domestic branches, and whether it operates in a
metropolitan area. In the original CAMEL, the rating is a function of three
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factors: (1) the institutions standing relative to its peer group, (2) tlie trends
observed for the institution in question, (3) and “best practices" for the
industry. The study applying the original CAMEL uses its discretion in
weighing these three aspects for any given rating. If, for example, the entire
peer group is suffering from poor asset quality because of a recession
environment, those who have fared best, and are therefore within the highest
percentile for their peer group, would still not be given a high asset quality
ranking. In this example, the peer group data serves to inform the examiner of
the impact of the recession vis-a-vis asset quality. Original CAMEL expertise
give a composite CAMEL rating between one and five, with one being the
highest rating and five the lowest. However, no specified weighting is given to
each of the five areas under examination to arrive at the composite rating.
The proposed CAMEL is in the reverse manner, with five being the highest
rating. The interpretations of the five rating categories given by original
CAMEL expertise coincide with that of the proposed CAMEL; for example, the
original CAMEL Manual describes the highest rating as indicating an
institution that is sound in every respect and that is resistant to external
economic and financial disturbances. In this regard, it is interesting to note
that, although the proposed CAMEL is almost equally divided between
qguantitative and qualitative components, approximately 70 percent of the
indicators that make up the composite rating for the original CAMEL are
guantitative.

The proposed CAMEL'’s relatively more emphasis on qualitative indicators
stems from the purpose of using the instruments properiy. The proposed
CAMEL is designed to sen/e as a complete guide to Micro-finance Institutions
(MFIs) seeking to become formal financial intermediaries. Thus, many of the
qualitative components of the CAMEL rating outline the types of practices
(audit practices, portfolio classification, strategic planning) that need to be in
place if the institution is to become a successful financial intermediary.

1.3.0 Objective of the study

The overall objective of this study is to identify the range of standards using
CAMEL for rating informal financial organizations so that an apex
organisation like PKSF can be able to make decision whether to or not to
finance a particular PO.
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Broader Objectives

The objective of the research is developing standards for micro credit
management so that PKSF and other funding agency can use it as an internal

assessment tool that allows its affiliate institutions to reach the highest
standards of performance.

Specific Objective:

The specific objectives of the research is to

a)
b)

c)
d)

f)

9)

h)

)

K)

m)

n)

To study the existing rating practice of PKSF.

To identify the factors that must the considered and analysed in rating
PCs of PKSF.

To develop a model by weighting variables for rating PCs of PKSF.

To setting standard for governance, management, financial conditions
and so on of the informal sector, particularly that of microcredit so that
they can easily be evaluated by certain horms,

To increase accessibility of the MFIs to funds so that they do not fall into
shortage of funds to disburse to the targeted poor borrowers,

To make the informal sector eligible for getting funds from formal
financial sector i.e. commercial banks,

To make the informal sector financially viable by using funds from
competitive formal sectors,

To ensure institutional viability of the MFIs that includes self-
sustainability, crisis coping capacity, etc

To improve the monitoring and evaluation activities of the informal sector
that includes financial and operational performance, periodic study on
impact, etc.

To improve its financial management and internal control that includes
MIS, accounting system, internal audit, internal supervision budgetary
practice etc.

To develop the Human Research Development Policy (HRDP) that
includes recruitment process, appraisal of personnel and status of
HRDP, etc.

To ensure program viability that includes seeing group members as
percentage of total target population, group effectiveness, loan
disbursement and recovery rate, skill of field workers, accounting system
of the PCs, leadership quality, etc.

To create and maintain expected institutional culture that includes sound
governance, incentive base for management staff and employees, etc.

To develop the status of financial and physical assets that includes
equity building, ownership building, land, furniture, vehicles, etc.
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1.4.0 Scope of the study

This study will cover most components that encompass CAMEL i.e. capital
adequacy, asset quality, management, earning and liquidity management. At
the same time this study will not go beyond the line of CAMELto analyse the
size of target market (scale), appropriate outreach in terms of loan size,
geographic location of clients and density of micro finance market or lending
methodology. As for example, some academician as well as researcher of the
micro finance industry have suggested that an “S” be added to the CAMEL
diagnostic to measure ‘social impact’, what PKSF has not entertained so far.
In the same line of action and thoughts this study will also adhere to the same
thought.

As noted above, this study will consider those variables that are key to
accessing financial markets. In this context, the client coverage achieved by
the institution, which are of extreme importance to institutions like PKSF and
other apex organizations, is relevant for the CAMEL rating only in terms of its
financial impact, that is, market share or economies of scale achieved. For
example, if an MFI projects to maintain market share while only minimally
increasing the number of clients, it would not be considered under the
CAMEL rating system. From a social impact perspective, however, the
sluggishness in client coverage would not be desirable. In other words, an
MFI may receive a very high CAMEL rating given its overall financial
performance, despite the fact that its client coverage might be small and
projected to grow only minimally.

Again, average loan size is a recognized measure of an MFI's effectiveness
in reaching the micro enterprise sector (as distinct from the small business
sector). While a range exists within this average loan size measurement, this
study will not account for where an MFI may fall within the range, and even it
will not penalise an institution whose average loan size is above this range.

Although micro entrepreneurs operate in both urban and rural settings, the
majority of PKSF affiliates exclusively service urban micro entrepreneurs. The
standard ranges used by the CAMEL to rate an MFI's efficiency are based on
urban micro lending where clients are usually densely clustered in
marketplaces or neighbourhoods. The CAMEL does not make any
adjustments for population density in a given market.

The CAMEL examination is neutral to the type of lending methodology used
by the Micro Finance Institution (MFI). The same yardstick is applied
regardless of whether the institution lends to individuals, solidarity groups,
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both individual and solidarity groups, and whether It applies the village
banking methodology.

As the weighted scoring system is a mammoth job, to limit the scope,
predominant indicators would be examined in only PKSF financing of the
PO/MFlIs.

As most MFIs undertake both financial and non-financial services, the ratio
analysis should also be different from formal banking institution. However, the
non-financial services i.e. the social development activities of the MFIs bring
no direct financial return to the institution; the assessment of such activities
will by no way be done by this study.

141 Challenges to developing, applying, and
disseminating the proposed CAMEL.

A significant challenge to the survey of the CAMEL to micro-finance is how to
disseminate the result to the stakeholders. In other words, the challenge is
how to encourage demand for the CAMEL results and, thus, motivate
disclosure of the result. The confidential nature of the CAMEL rating applied
by the study mirrors the practice of the original CAMEL, Neither Bangladesh
regulatory agencies nor the subject institutions are permitted to disseminate
the results. It is the public rating agencies, such as Bangladesh bank, that
offers the mechanism for sharing requisite financial performance information
with lenders and investors. These rating agencies exist because of the
demand for information by the capital markets. Although they are given less
access than regulators, rating agencies are able to successfully fulfil the
demand for information because of a clear incentive for disclosure on the part
of the subject institution; a public rating implies transparency and thus
financial legitimacy to a well-established market of potential investors. In the
case of micro finance, no such well-established market exists.

Yet without publicly available and verifiable financial performance information,
the evolution of this market will be significantly inhibited. As long as the
results are kept confidential, the value of the CAMEL rating to micro-finance
will remain limited.

However, the single most important factor in achieving widespread
dissemination of CAMEL results is the demand by the institutions which are
eager to offer fund for micro-finance, including donor agencies, lenders, and
investors, for verifiable performance information. This is due to the fact that
the demand by the capital markets for in-depth analysis of POs is still very
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limited. In this regard it may be suggested that donor agencies and apex
funding agency could create a demand for the CAMEL rating for funding
purposes. The second challenge is to determine what entity will complete
CAMEL examinations in the long-term. Can, and should, it be the apex
institutions, which provide technical assistance to POs, such as PKSF,
FINCA, Cal meadow, and Women’s World Banking? Or will an Independent
body evolve to become a specialised rating agency, which can ensure that
the results will meet the demands of these technical assistance providers in
addition to those of the sources of funding? However, if this specialised
agency is to be successful in obtaining the credibility of financial markets, it
must be set up to guarantee objectivity of application and the highest
professional standards in terms of the depth of analysis and degree of
experience of those involved in generating the rating.

1.5.0 Problem statement

The identifying of indicators as standards for the micro finance industry is
critical. PKSF has set standards to rate her partner organizations. Similarly,
CAMEL originated in North America is popularly used in the formal financial
sectors. However, no standards have so far been developed to evaluate
informal financial sectors, including the sector of micro-credit in general. This
study undertakes the project to identify standards for the informal financial
sectors, where MFts are predominant concerns, can be replenished by
CAMEL standards considering the typical properties of the informal sectors.

PKSF has a rating system developed for evaluation of its Partner
Organizations (POs). In that rating system, MFIs must be able to provide
accurate, consistent, and verifiable financial performance data, both to micro-
finance managers focused on achieving maximum results and to depositors,
lenders, and investors and so on. But this rating system cannot be said
standards even for the POs. If we talk about standards, it must also cover
asset quality, profitability, and other key indicators, and in some areas, such
as provisioning and leverage limits. The rating system developed by PKSF is
different from those of the original CAMEL as this one acknowledges the
differences inherent to micro finance. Thus, we can say the rating system as
guasi-standards for its POs. PKSF, In its building of the rating system, has
been more penetrating as far as indicators are concerned. For example, MFls
have a significantly higher level of operating costs in relation to outstanding
loan portfolio, as for example, because of the smaller loan sizes. PKSF rating
system has provision for all these.
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Before the inception of PKSF, to run micro-credit there were no such coherent
set of policy guidelines or standards for its management and operations.
PKSF through the last decade has prepared a number of policy guidelines
and standards for the sector spurring upon the considerations out of felt
needs. Cross section of Professionals, practitioners including PKSF staff
members, PO officials, and academicians thought over the issues and shared
their views. Then they could come to conjecture about rating indicators.
Setting standards is still an on-going issue.

PKSF has a program to develop standards in further areas and review and
revise ones those have already been prepared. To qualify for getting fund
from PKSF, the MFIs require having a self-regulation mechanism for their
smooth functioning and sound growth, it is recognised that the effective self-
regulation is a key element of a well-managed and viable institution that can
hardly be substituted by any external measures.

Side by side with the self-regulation mechanism for MFIs, there has been a
strongly felt need for overseeing the financial and program performance
through an appropriate monitoring mechanism based on certain standards
compatible with the MFI activities unlike the conventional financial
performance standards being used for formal banks and financial institutions.
As most MFIs undertake both financial and non-financial services, the ratio
analysis should also be different from formal banking institution.

However, the non-financial services i.e. the social development activities of
the MFIs bring no direct financial return to the institution; the assessment of
such activities could be made through impact studies. Usually financial
pe